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Contents The Future of
Swiss Finance 
The future of Swiss finance education
and research is currently a matter of
heated public debate. There is a broad
consensus regarding the need to rai-
se the quality and the visibility of
Swiss finance research and education
to a level of excellence that enhances
Switzerland’s position as a leading
international Financial Centre. The
Swiss Bankers Association (SBA) has
recently formed a project team study-
ing possible institutional models to
enhance the quality of research and
education in finance within Switzer-
land. The SBA initiative puts the fu-
ture of FINRISK at the forefront of the
debate. As representatives of the FIN-
RISK research network, we feel com-
pelled to state our own vision of how
best to promote excellence in Finance
within the Swiss University System.

There is a broad consensus on the goal – the
need to raise the quality and the visibility of
Swiss finance research and education. The
finance and banking industry contributes 11% to
Swiss GDP and Switzerland is undoubtedly an
important international financial centre. High
quality finance academics can and will support
knowledge-based innovations into the value
chain of the financial services industry. The
National Centre of Competence in Research
“Financial Valuation and Risk Management”
(FINRISK) is funded by the Swiss National
Science Foundation (SNSF) to pursue these 
goals. Since November 2001, FINRISK has raised
the quantity and quality of fundamental research
and doctoral education in finance by means of a
network-based infrastructure that has promoted
cooperation and synergies among nine Swiss
universities. 
FINRISK has been evaluated twice by an in-
dependent panel of world-class academics who
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report to the SNSF. The panel was impressed by
the improvement in quality of both the academic
research and the doctoral program and urged a
continued focus on fundamental research. How-
ever, FINRISK has both a limited time-horizon
(until 2008 if renewed for a second term) and
limited resources to reach its ambitious goals
and there is a necessity to conceive an organi-
sational structure that will pursue the mission of
FINRISK beyond 2008. 

Our vision: 
the Swiss Finance Foundation

We believe that a foundation supported by the
Federal government, the Cantonal governments
and the financial services industry should be
established in order to support the three core
functions of academic finance in Switzerland:
research, doctoral education and executive edu-
cation. A foundation would enhance the visibili-
ty of Swiss academic finance by the adoption of
a common brand for all of the activities funded
by the foundation. It would have a limited du-
ration (for example, 20 to 30 years) to concen-
trate minds on its raison d’être and eventual

successor while facilitating the financing of
research and education. Let us, for the sake of
this presentation, call this common brand the
Swiss Finance Foundation (hereafter SFF). SFF
would consist of a network of universities that
carry out research and doctoral education, the
SFF-Research Network, as well as of a centre
that coordinates executive education activities,
the SFF-Centre for Executive Education.

1. Finance Research
To promote finance research excellence, SFF’s
main goal must be to support basic research. We
believe that a decentralised organisational struc-
ture with strong governance should be the pre-
ferred model to manage the research projects.
The network concept is the only one that can be
founded on the principle of inclusion rather than
exclusion. We support this principle as indeed
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Dear Reader,

FINRISK was launched in November 2001 by the Swiss National
Science Foundation. We are organised as a network consisting of
nine Swiss Universities, 50 senior researchers and about 80 doctoral
students.

Our first objective is to raise the research profile of Switzerland in academic finance and aim
to develop FINRISK into a leading research partner that fosters creative and multi-disciplin-
ary fundamental research in financial economics.

The second goal of FINRISK is to enhance doctoral education in the finance field among
Swiss universities. For this purpose, we encourage development and co-operation between
the various doctoral programs in finance located at FINRISK’s member universities.

Our third mission is to promote knowledge transfer and bridge the gap between practi-
tioners and academics interested in the development of finance. For this purpose, we
organise conferences and workshops on applied research topics.

The FINRISK Letter intends to keep you informed about all of our activities and to initiate a
dialogue between FINRISK and the financial services industry. We look forward to embarking
on an exciting research journey with you, covering the multiple landscapes of the world of
finance.

Rajna Gibson, Director of the NCCR FINRISK

St. Gallen



we see the benefits of capitalising on the various
initiatives that have been taken at the local and
regional levels with the aim of strengthening the
academic landscape in finance in Switzerland.
We therefore propose to organise the research
activities of the SFF within the network struc-
tures already established within FINRISK. 
We also believe, however, that it is of the utmost
importance to encourage the development of
strong nodes inside the network, these nodes
being strong enough to stand on their own in the
international arena. Our view is that the Re-
search Network should be organized around two
or three cooperating poles or regional centres.
They would themselves be organized as regional
networks that would foster academic coopera-
tion among finance departments at the leading
Universities. In the French-speaking part of
Switzerland, this pole could be organized on a
model similar to the one developed by FAME,
which has created a network based on the
resources of the Universities of Geneva, Neu-
chatel and Lausanne. 
Finally, because finance relies heavily on other
disciplines, including economics, mathematics,
statistics, law and accounting, it would be coun-
ter-productive to relocate finance researchers
outside of a university setting.

The first contribution of the SFF would be to
devote new long term resources to fundamental
research in finance. We believe such structural
funds should be allocated through the regional
poles. Indeed, the regional networks need to be
given the means and incentives to constitute
teams of researchers who are visible enough to
be attractive to new members. Enhancing the
attractiveness of our universities will require the
funding of a sufficient number of chairs and/or
tenure-track positions. The latter will aim at
ensuring the retention in Switzerland of talented
junior finance faculty staff with a proven record
in research and teaching. Larger resources should
also be allotted to researchers who have a track
record of publishing in the top academic journals.

The second contribution of the SFF would be the
financing of research projects on a competitive
basis. Following the selection model developed
for FINRISK, proposed projects would be evalu-
ated and approved by an independent scientific
board. The measure of performance of each net-
work unit should be unequivocal and similar to
that used in leading research centres throughout
the world. We propose that the allocation of
resources be based among other criteria on pub-
lications in top finance and economics journals. 
The funding of these activities would quickly and
profoundly raise the reputation of Swiss finance
research, increase the visibility of Swiss finan-
cial expertise as identified by the brand, and
encourage healthy competition in research qua-
lity among Swiss universities.

2. Doctoral Education in Finance
We believe that the SFF should support the
further harmonisation of Swiss doctoral educati-
on initiated by FAME and FINRISK. The coopera-
tion in place between the Universities of Ge-
neva, Lausanne, Neuchatel, Zurich and Lugano
should be extended to the remaining Swiss uni-
versities. This harmonisation would include a co-
ordinated curriculum, standardised admission ru-
les and joint advanced courses and seminars.
Excessive harmonisation should not be pushed
for, however, as product differentiation permits
broader choice and better tailoring to the needs
of the PhD candidates. A standard doctoral de-
gree title should also refer to the specific univer-
sity and the brand of the proposed foundation.
The doctoral education will be embedded within
the activities of the Research Network. Raising
Switzerland’s finance research reputation will

have the additional benefit of helping Swiss uni-
versities attract high quality doctoral students
from home and abroad. 

3. Executive Education in Finance
We believe that executive education in Switzer-
land should be centralised to foster economies of
scale and visibility. The de-facto merger of the
Executive Education department of FAME and
the Swiss Banking School, and the very positive
discussions held between these two institutions
and the TCIP (CFPI-AZEK) sets the stage for the
establishment of one major Swiss-based actor in
the field of executive education offering a large
palette of quality products for the local and inter-
national public with a variety of professional
focus. This consortium should be placed under
the roof of the SFF and be prepared to evolve
institutionally so as to best serve the needs of
the industry. The Centre for Executive Education
should then become the preferred provider of
executive education to the Swiss financial in-
dustry.

4. The governance structure of the Swiss
Finance Foundation
Although there is great potential for synergies
between research and executive education, we
support separate governance for the proposed
SFF-Research Network and the SFF-Centre for
Executive Education due to their distinctly diffe-
rent goals. The organisational cultures, leader-
ship styles, planning horizons, and yardstick
measures differ widely across the two sub-orga-
nisations. Most international business schools
separate their executive education activities
from their research activities without preventing
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Preventing illicit financial flows

Under the title “How can institutions protect themselves against illicit financial
flows?” a conference was held at the UBS Conference Centre Grünenhof in Zurich
on November 27, 2003. 

The goal of the conference was to establish a dialogue on this key ethical issue,
which is very important for the Swiss financial services industry. Preventing inter-
national corruption, clamping down on the financing of terrorism and measures
needed to stop money-laundering were the main topics discussed by experts from
the financial and legal sectors. 

The conference was organised by Prof. Marc Chesney, Prof. Rajna Gibson, 
Prof. Christine Hirszowicz and Dr. Sita Mazumder under the auspices of the Swiss
Banking Institute (University of Zurich), the Centre of Competence Finance in 
Zurich (CCFZ) and FINRISK.

For more information on past and forthcoming conferences please visit 
www.nccr-finrisk.unizh.ch
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constructive synergies and interaction between
the two types of activities. Therefore the gover-
nance structure of SFF would consist of a SFF
General Board as well as two separate boards
for the Research Network and the Centre for
Executive Education:

– The SFF General Board would consist of repre-
sentatives from the Financial Services Industry,
the Cantonal Universities and the Federal State.
Its main task would be to define the overall stra-
tegy of the SFF, to propose and negotiate the
terms of the convention defining the relations
between the SFF and its university partners, to
monitor the performance of its beneficiaries and
to approve the financing of the activities bud-
geted by the Research Network (both structural
funds and shorter term funding of research pro-
jects) and by the Centre for Executive Education.

– The Board of the Research Network would be
primarily composed of academic experts who
would select and evaluate the research projects
and approve and monitor their funding. As an in-
dependent expert panel, the Board would have
the centralised authority to ensure quality thres-
holds for approved projects.

– The Centre for Executive Education should be
supervised by a board of experts from the finan-
cial services industry who could best assess exe-
cutive education in the face of rapidly changing
trends in the financial market. In order to pro-
mote international visibility, we recommend that
this board also consist of practitioners and aca-
demics located outside of Switzerland.

A strong collaboration between the Research
Network and the Centre for Executive Education
would bring cutting edge research into the clas-
sroom and encourage researchers to tackle ur-
gent and challenging practical issues in the fi-
nancial world. Researchers would teach the
executive education courses and organize con-
ferences on topics of interest to the executives.
The General Board of the Swiss Finance Founda-
tion would ultimately guide this cooperation
through strategic planning and the nomination of
selected members on boards of both the Re-
search Network and the Centre for Executive
Education.

This article is intended to stimulate and enrich
the current debate about the future of academic
finance in Switzerland. The proposal has been
elaborated by the finance faculty of the Univer-
sities of Lausanne and Zurich and it is supported
by all senior researchers within FINRISK. We
welcome feedback from representatives of the
financial services industry, in particular from the
SBA project team, and look forward to a con-
tinuation of a constructive debate in the future.
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Risk and Risky Management

By a booklet …
As a first step we thought about topics relevant
to both practitioners and academics alike. 
We selected 14 topics and FINRISK members 
wrote short essays, which as far as possible,
avoided technical jargon and the use of mathe-
matics. These efforts resulted in the booklet:
“Risk and Risky Management”. The topics co-
vered in the booklet start with management
issues such as the choice of risk policy and the
role of incentives. Then, a non-technical sec-
tion about quantitative risk management fol-
lows, where the fundamentals of risk measure-
ment, the role of model risk and classic risk
factors are discussed. The last section about
regulation and macroeconomics, inevitably,
contains contributions about Basel II and
systemic risk.

… via a conference …
We sent the booklet to the finance community
with a joint invitation to a conference that took
place in January 2004 at the SWX Swiss
Exchange in Zurich. Members of FINRISK pre-
sented the latest ideas in risk management. To
account for the different interests of the
audience (more than 250 practitioners and aca-

demics were at the conference) two parallel
sessions were organised. One session was
devoted to topics related to corporate risk
management while the other covered questions
in quantitative risk management. The conference
closed with a lively panel discussion about risk
management, which was a cross fertilisation of
ideas between theory and practice and under-
lined the obvious need for closer ties between
the Financial Services Industry and Academia.

… to real life projects 
Fortunately, the story did not end there. Much
more is expected to emerge from the contacts
between practitioners and the FINRISK net-
work, which were established and reinforced at
the conference. Most recently, practitioners
from the industry and FINRISK have started to
work together on the following hot topics:

– Operational risk: Is it possible to develop an
approach, which makes sense economically and
can be implemented by the industry?

– Capital: Are there simple and more accep-
table approaches than the usual ones like
RAROC, ROE, etc? People from academia and
the industry have started to work on some new
ideas.

– Stochastic volatility: The last few years have
shown that measuring risk while assuming
constant volatilities leads to poor quality risk
measurements. Practitioners and academics
are trying to master the challenges of stoch-
astic volatility modelling and the implementa-
tion of these techniques.

Knowledge Transfer
Conferences

A central goal of FINRISK is the transfer of knowledge between theory and practice. 
About one year ago, some FINRISK members decided to showcase the Competence 
Centre to the Swiss financial services industry. 

Paolo Vanini, University of Lugano, and Zürcher Kantonalbank

Risk and Risky Management
To order the free booklet, please contact 
Ms Heinz: admin@nccr-finrisk.ch.

– Swiss retirement system: An analysis of the
whole system from a financial and economic
perspective and its stability under changing
circumstances is needed. After the conference,
people from the industry and FINRISK decided
to address this challenge.

We hope to be able to tell you more about 
these efforts in the near future. 
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Mr. Extremes
Interview with Paul Embrechts

Paul Embrechts is professor of mathematics at ETH Zurich and a Centennial Professor
of Finance at the London School of Economics. He is a member of the FINRISK project
“Mathematical Methods in Financial Risk Management”. His research focuses on actuarial
mathematics and mathematical finance. Paul Embrechts is a co-author of the influential
book “Modelling of Extremal Events for Insurance and Finance” and of the forthcoming
book “Quantitative Risk Management”. He holds various board and advisory positions in
the financial services industry. embrechts@math.ethz.ch  |  www.math.ethz.ch/_embrechts

By Carsten Murawski

FINRISK: What is risk?
To me, risk is randomness. It is related to our
lack of knowledge about the processes driving
our everyday life. Usually, we embed the notion
of risk into more specific applications, cultures,
or environments, where it then takes on its own
meaning. 

What is your personal relation to risk?
Randomness is part of my life, as it is for every-
body else. It is for instance about marrying, 
about buying a house, or about changing jobs.
The outcome of every decision we make is un-
certain, with an upside and a downside. I consi-
der myself to be a rather conservative risk-taker,
although I have done many things that other
people may find risky, like moving countries.

How did you become a risk researcher?
I was born on 3 February 1953, the day after the
Dutch dikes broke, killing more than 1,800 
people. Growing up in Antwerp, which is around
sea level, this major event was always around
during my childhood. Later on, I was very much
influenced by the Dutch school of probabilists
that started to work on these issues in the
famous Delta project. The aim was to find
appropriate safeguards for the coastal areas of
The Netherlands, where a high percentage of
the population lives below sea level. My PhD
was on modelling catastrophic events for insu-
rance. When I came to Zurich it was clear to me
pretty quickly that the discussions in finance on
the Basel Accord or the non-applicability of
standard methodologies were closely related to
the things I had done before. Now the data was
not wind speed, wave surges, or sea level but
stock prices or portfolio values. So risk has be-
en around me since day one.

Are there any people whose teaching,
work, or thoughts have had a lasting 
effect on your research?
My mathematics teacher at grammar school,
Mr. Omer Weyenberg, did a really fantastic job
teaching me the subject from the ground up. I
continued with mathematics at the University of
Antwerp and was lucky to receive a really good
training – very “French-oriented”, i.e., very axio-
matic, very precise, very logically correct. I
mean, there was no hand-waving which is very
important at that stage. Although I did sto-
chastics in Antwerp, I had a lot of so-called 
pure mathematics, although I don’t like to make
that distinction. The most important influence
there was my teacher Professor Jean Haezen-
donck. Then I was lucky again, although luck
was helped a bit, when I took an extra course at
the University of Leuven with Professor Jozef
Teugels. He taught me the intuition behind
mathematical problems, which was very impor-
tant for me. These three people really had a
strong influence on my academic development.

In your opinion, what were the most sig-
nificant contributions in risk management
during the last 25 years in academia …
The answer to this question is by no means ob-
vious. I could not say that I see a development
out there comparable to those by Markowitz or
Black and Scholes. The last 25 years have prima-
rily been about consolidation of what we know,
so I could not pinpoint any particular develop-
ment. One thing I consider important is the con-
tributions several academics and practitioners
made by questioning the one-hundred-percent
usefulness of the standard methodologies that
were proposed by Markowitz and Black-
Scholes, and proposing alternatives, that is,
moving away from the anchor points. We contri-
buted a bit with our research on Extreme Value
Theory, copulae, and incomplete markets.
Another important development that comes to
mind is the continuing process of accepting risk

management as an extremely important deve-
lopment for human endeavour. Steinherr wrote
in 1997 that risk management is one of the most
important developments in the twentieth cen-
tury, which is true. It concerns so many areas, in-
surance, finance, bio-engineering, etc. It is 
about the idea that we can manage risk, but 
only if we employ a well-balanced portfolio of
both qualitative and quantitative methodolo-
gies. I really think that one cannot do without
the other. There have been times when there
was too much emphasis on the quantitative 
side but there is now an understanding between
academics that there is an end to the line for
quantitative developments. People have always
known that there is a behavioural component to
finance, and we have to explore that side more.

… and in practice?
Here I find the whole area of alternative risk
transfer very exciting. I have great admiration
for people who go out and actually make pro-
ducts. People like Morton Lane who was in, very
early, with catastrophe futures, engineering risk
transfer between insurance and financial mar-
kets. Or people like Richard Olson, who was very
audacious, starting his work on high-frequency
data to find information in intra-day price data.
These people are pioneers who really had the
courage to come up with new products. I am
following the developments in the utility sector
as well as the emerging markets in Eastern Eu-
rope with great interest. The task of jump-star-
ting financial markets there is a great challenge.
We have to adopt existing ideas to the specifics
of these markets. That’s exciting, too.

What is the most important principle 
in risk management?
Talking about the financial world, there are two
principles that are most important to me. The
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first one is “understand the gains” – i.e., when
we make a profit we need to understand where
the profit comes from. The second one is “follow
the cash of the company”. If a company can pro-
perly address these questions at the manage-
ment level, it is doing a good job … And one
should never forget that finance is a people’s bu-
siness.

Did your research on risk teach you any
lessons for your private life?
Maybe I would not go that far. Risk has influ-
enced my work just because I have been in-
volved with projects on extreme risks. In private
life, my research has influenced me only margi-
nally. As a mathematician you can easily calcu-
late the odds of a lottery or gambling and so I
would never be a casino player. In that sense it
has probably prevented me from doing certain
things. I might also believe less in coincidences
than, for example, my friends in the village
where I live. To them, rare events often are pu-
re coincidences, whereas to me, after doing the
maths, they look much less so.

Some people say that, in practice, the
costs of risk management often exceed its
benefits. What is your view?
On a general level, I do not think that this state-
ment is true. Markets did remarkably well in 
dealing with the crises of 1987 and later. I be-
lieve that markets are a good mechanism to find
a balance between the costs and benefits of risk
management.
If you look at areas outside finance, such as nu-
clear power plants or even car manufacturing,
people would never make such a statement.
There, risk management is deemed absolutely
necessary and fully accepted. Maybe in finance
there is an issue with regard to the perception
of the benefits of risk management. Whereas
costs can easily be measured, this is often not
the case for the benefits. So it has been difficult
to convince people of the necessity of risk ma-

nagement. Actually, this might have wide-
ranging implications for our society as a whole.
When society does not agree on the necessity of
risk management for, say, our social security
system, this might have dramatic effects for the
stability of our economy. However, I think that at
least in finance, the need for proactive risk
management is widely accepted nowadays.

What do you consider to be the greatest 
challenges in risk research today?
To find the right balance between the quantita-
tive and the qualitative side of risk manage-
ment, no doubt. In the last 20 years or so, there
have been a lot of developments on the quanti-
tative side, which have not yet been matched on
the qualitative side. The biggest mistake one
could make is to disregard the qualitative aspect
of risk management. Operational risk is a prime
example. I do not think that dealing with opera-
tional risk requires very complex quantitative
models, but it definitely requires a detailed ana-
lysis of the qualitative aspects.
Finding the balance between the quantitative
and the qualitative side of risk management is
not just important for research and practice, but
also for education.
In fact, we need a new breed of scientists who
are not just mathematicians, or econometri-
cians, or economists but some kind of genera-
lists. We also need more collaboration between
the different disciplines.

Do you feel that the world is becoming 
a riskier place?
Since your question has “feel” in it, I would say
“yes”. Of course, this issue is closely related to
the perception of risk. The Swiss might be less
concerned about risk at present than the Ameri-
cans. However, all of them would probably say
that the world is riskier today than it was in the
past. There are environmental issues that have
led to a rise in both the amounts and frequencies
of losses, although we only have data for the

last one hundred years or so, a very short period
in human evolution. The geopolitical situation is
rather unstable at present, but then, so it was
seventy years ago. There are demographic 
changes taking place, adversely affecting our
social security and potentially leading to a clash
of generations. All of these developments make
the world appear riskier.
Something we should consider is the fact that
most of these developments are consequences
of the actions of man. In fact, an increasing num-
ber of disasters today are man-made. Often this
is a consequence of progress. We have to accept
that with every new development and innova-
tion, new risks arise, and we have to manage
them adequately.
Unfortunately, the people who have to address
these issues, politicians, typically have a rather
short time horizon, much shorter than necessa-
ry. And also much shorter than that of acade-
mics. So, we academics have a duty to point out
these issues and propose solutions, although
this is not so easy.

What are the limits to risk management?
Risk is part of everybody’s life. Some people
might look at risk differently than others, due to
religious beliefs for example. But it’s there. I
think that risk management is an important part
of mankind, and as such I do not see any limits.
Of course, there are limits to putting everything
into formulae and quantifying it, but that is
obvious. Risk management is an evolutionary
process with ideas changing continuously, some
existing ideas dying, new ideas being created.
This process will continue.

Thank you very much, Professor Embrechts.
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Inside FINRISK

FINRISK constitutes a research network in Finance launched in 2001 by the Swiss National
Science Foundation (SNSF). It integrates researchers from nine academic institutions in
Switzerland led by Prof. Rajna Gibson (Swiss Banking Institute, University of Zurich). 
Its main goal is to promote competitive fundamental and applied research focusing on the
dynamics of real and financial wealth creation and redistribution. In addition, FINRISK 
fosters advanced education within Switzerland by establishing a first-class Swiss doctoral
program in Finance. Finally it offers a platform for knowledge transfer between researchers
and practitioners interested in new developments in finance.  

Project 1
Mathematical Methods
in Financial Risk 
Management
Head of project: 
Freddy Delbaen
ETH Zurich
delbaen@math.ethz.ch

Financial risk management is to a large extent a
quantitative discipline. By drawing on tech-
niques from various fields in mathematics, we
study risk management of derivatives in the
presence of market imperfections such as trans-
action costs or model risk. Moreover, we are
developing statistical, econometric and simu-
lation techniques for various applications, in
particular for credit risk.

Project 2
Conceptual issues 
in Financial Risk 
Management
Head of project: 
Rajna Gibson, 
University of Zurich
rgibson@isb.unizh.ch

This project focuses primarily on the analysis of
non-standard sources of risk, such as credit
debt, liquidity, or model risks and on their impact
on the decision-making process of individual
investors and financial firms. In particular, we
examine how these sources of risk should be
integrated into agents’ valuation, asset alloca-
tion and risk management decisions.

Project 3
Evolution and 
Foundations
of Financial Markets 
Head of project: 
Thorsten Hens
University of Zurich
thens@iew.unizh.ch

The purpose of our project is to get a better
understanding of financial markets by looking 
into behavioural finance models with boundedly
rational agents. We will first analyse which port-
folio rule is best in the presence of “market risk”,
resulting from boundedly rational traders. More-
over, we analyse which market structure, comp-
lete or incomplete markets, evolves from the inter-
action of boundedly rational market participants.
Finally, we look into the implications of bounded
rationality for contract design in long term banking
relationships with asymmetric information.

Project 4
Corporate Finance 
Head of project: 
Michel Habib
University of Zurich
habib@isb.unizh.ch

The purpose of Project 4 is to deepen our under-
standing of the decisions made by firms, in
particular as regards their financing choices and
their modes of organisation. Current research
focuses on the measurement of agency costs,
the choice between auctions and book-building
in initial public offerings, the effect of legal and
accounting systems on the type of earnings
manipulation undertaken by firms, the compari-
son of reinsurance and catastrophe derivatives,
the formation and evolution of joint ventures,
the value attached by financial markets to firm
investment in human capital, and the bursting of
the New Economy bubble.

The FINRISK program 
consists of 10 individual 
research projects:
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Project 5
Credit Risk 
Head of project: 
Erwan Morellec
University of Lausanne
erwan.morellec@
hec.unil.ch

The Credit Risk project will encompass several
subprojects that will investigate issues related to
or interacting with credit risk and real options. In
particular, we will investigate asset pricing
issues associated with credit risk, the manage-
ment of credit risky portfolios and in general the
management of credit risky positions via portfo-
lio management and the use of the credit deriva-
tive markets. In addition, the project will look at
implications for firms’ financing and hedging de-
cisions. Finally, the project will favour research
projects using approaches and techniques that
are related to those employed in the credit risk
literature such as applications of option pricing
analysis to investment and financing decisions.

Project 6
Interest Rate and 
Volatility Risk 
Head of project:
Giovanni Barone-Adesi
University of Lugano
giovanni.barone@
lu.unisi.ch

Financial risk due to fluctuations in interest
rates and volatility are only partially captured by
current models. We study risk with the help of
new analytic techniques (FGD, robust analysis),
sophisticated simulation engines (filtered boots-
trapping) and new representations of volatility
(cascade models, Markov chains). Finally we
model price risk beyond volatility (asymmetry in
returns, electricity prices).

Project 7
Law and Finance 
Head of project: 
Ernst-L von Thadden
University of Lausanne
elu.vonthadden@
hec.unil.ch

The project explores the legal and political de-
terminants of finance and the impact of legal ru-
les on financial activity. On the one hand, this in-
volves the economic analysis of issues such as
bankruptcy, bank regulation, and other legal de-
sign problems in finance, on the other hand, it
necessitates comparative empirical studies of
the impact and role of different legal rules for fi-
nancial activity.

Project 8
Asset Pricing and 
Portfolio Management
Head of project: 
Heinz Zimmermann
University of Basel
heinz.zimmermann@
unibas.ch

Financial economics has failed to rationalise the
size of the equity premium. But there are many
more challenges in empirical financial econo-
mics. In this project, we empirically explore a
variety of pricing issues in the fields of both
classical asset pricing theory (e.g., classical
valuation “anomalies” such as the value-growth
paradigm) as well as corporate finance (e.g., the
question whether corporate governance affects
a firm’s cost of capital). 

Project 9
Macro Risks, 
Systemic Risks and 
International Finance 
Head of project: 
Hans Genberg
HEI Geneva
genberg@hei.unige.ch

The objectives of this project are to clarify the
importance of financial markets and risks for the
stability of national economies, to analyse alter-
native policy responses to such risks, and to
examine the role played by the structure of the
international financial system and its institu-
tions. The research will be conducted both at a
theoretical and an empirical level.

Project 10
Financial Econometrics
for Risk Management
Head of project: 
Olivier Scaillet
University of Geneva
olivier.scaillet@
hec.unige.ch

The goal of this project is to develop econome-
tric tools allowing for a better assessment and
monitoring of financial and insurance risks. All
the techniques that we propose to develop
under this heading aim at improving the econo-
metric modelling of the distribution of risk and
of the dependencies that can occur between
different sources of risk. The tools will be of
parametric and non-parametric nature, and will
rely on simulation-based techniques to improve
reliability of inference. Potential distortion due
to the presence of outliers will be explicitly
taken into account.



Andriy Demchuk
University of Lausanne & FAME

Paul Ehling
University of Lausanne & FAME

Francesco Fierli
University of Lugano

Patrick Gagliardini
University of Lugano

Heinrich Gennheimer
University of Zurich

Pierre Jeanneret
University of Neuchâtel

Sofia Ramos
University of Lausanne & FAME

Claudia Ravanelli
University of Lugano

Entela Saliasi
University of Lausanne & FAME

Stefano Sampietro
University of Lugano

Stoyan Stoyanov
University of Lugano

Agim Xhaja
University of Lausanne & FAME

Publications
Below please find some recent publications 
by members of the FINRISK network. 
The complete list of all FINRISK publications
is available on our web site: 
www.nccr-finrisk.unizh.ch/publications

Selected Journal Publications 
in 2004

Philippe Bacchetta and Eric van Wincoop: 
‘A Scapegoat Model of Exchange Rate 
Fluctuations’, American Economic Review

Wolfgang Bauer and Marc Ryser: 
‘Risk Management Strategies for Banks’,
Journal of Banking and Finance

Enrico De Giorgi, V. Komaric and J. Burkhard:
‘Default Risk for Residential Mortgage
Portfolios’, Wilmott Magazine

Patrick Gagliardini and Christian Gourieroux:
‘Migration Correlation: Definition 
and Efficient Estimation’, Journal of 
Banking and Finance

J.L. Prigent, Olivier Renault and 
Olivier Scaillet: ‘Option pricing with 
discrete rebalancing’, Journal of Empirical
Finance
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Inside FINRISK

Awards
Alessandro Beber (HEC Lausanne)
Barclays Global Investor Award for the best
symposium paper at the European Finance 
Association 2003 for the paper “The Effect of
Macroeconomic News on Beliefs and Pre-
ferences: Evidence from the Options Market”

Enrico de Giorgi (IEW Zurich)
“Young Economist Award” of the Central Bank
of Turkey, at the erc/METU VII.International
Conference in Economics (2003) for the paper
“Reward-Risk Portfolio Selection and 
Stochastic Dominance”

Andriy Demchuk and Rajna Gibson 
(ISB Zurich)
SWX Best Paper Award 2004 at the 7th 
conference of the Swiss Society for Financial
Market Research for the paper “Stock Market
Performance and the Term Structure of 
Credit Spreads”

Markus Leippold (ISB Zurich), 
Fabio Trojani and Paolo Vanini 
(University of Lugano)
Best Paper Award of the German Finance 
Association (2003) for the paper “Equilibrium
Impact of Value-at-Risk Regulation” 

Markus Leippold (ISB Zurich) and 
Paolo Vanini (University of Lugano)
Operational Risk – Achievement Award 2004
for the paper “The Quantification of 
Operational Risk” 

Alexandre Ziegler (HEC Lausanne)
Latsis-Prize for Outstanding Research (2003).
This price was awarded for the habilitation on
“Incomplete Information and Heterogeneous
Beliefs in Continuous-Time Finance” 
(published in Springer Finance)

Dissertations
The following FINRISK students
successfully defended their 
doctoral theses in 03/04:

Wolfgang Bauer
University of Zurich

Guido Bolliger
University of Neuchâtel & FAME

Ettore Croci
University of Lugano

Enrico De Giorgi
University of Zurich

Selected Book Publications

Teo Cocca and Rudolf Volkart (ISB Zurich), 
‘Equity Ownership in Switzerland’, 
2002, Versus Verlag, Zürich. 
(Update 2004 forthcoming)

Philipp J. Schönbucher (ETH Zurich),
Credit Derivatives Pricing Models: 
‘Models, Pricing and Implementation’,
2003, Wiley Finance Publications

Michael Rockinger (HEC Lausanne),
‘Investments’, Que sais-je? Nº 3703
2004, Presses Universitaires de France

‘Que sais-je?’
This book is the first contribution to the 
Que sais-je? series written in English, after
more than 60 years with 3702 former copies 
in French. The fact that the editor decided to
publish in English led “Le Figaro” to publish 
a comment on the front page of its April 26,
2004 issue. Le Temps, a Geneva based journal,
followed the next day with another article 
on this story.
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The performance and risk of a portfolio containing derivatives cannot be judged 
observing only its return history over a few years: statistical inferences commonly used 
for stock portfolios become very misleading. It is possible to choose a portfolio of options
that duplicates the results of a manager with the ability for perfect market timing or 
perfect stock selectivity. Such a portfolio typically contains a short position that may lead
to huge losses without forewarning after several years. Only a detailed knowledge of 
the portfolio composition may reveal its hidden dangers.

Prof. Giovanni Barone Adesi, Dean of Economics, University of Lugano (USI)

Cloning high performance
An important element in the selection of invest-
ment vehicles is the analysis of their track
record. A variety of measures, such as Jensen’s
alphas and Sharpe ratios are commonly used in
this selection. Unfortunately these measures
are rooted in the properties of stock returns.
They are misleading in the presence of deriva-
tives. It is possible to use derivatives to build
portfolios which appear to achieve perfect
timing or perfect selectivity without cost for a
number of years. However the hidden risk may
reveal itself suddenly with dramatic conse-
quences.

There are infinite ways to clone performance. To
illustrate it in a simple and extreme way con-
sider the following portfolios A and B. They 
have reported the following percentage returns
in recent years:

Portfolio A tracks an index, portfolio B does the
same avoiding all the losses, showing perfect
timing ability. Any statistical measure of risk
based only on the above returns leads to the
choice of portfolio B. The timing ability of its
manager has the value of a put option on the
index at the money, about 5% at the beginning
of each year. 

Risk Analysis
The real issue boils down to the composition of
portfolio B. Has the manager really timed the
market correctly? A possible alternative is that
the manager of portfolio B has three compo-

nents in his portfolios: the index (long), a protec-
tive put (long) and a binary option on a different
asset (short). Both options are replaced by a new
couple of similar options each year when they
expire: the proceeds from the sale of the binary
option finance the purchase of the put. The
binary option pays zero at maturity 95% of
times. However one year out of twenty on
average the binary option pays twenty times its
cost at expiration (interest rate is taken to be
zero for ease of computation). 

If the binary option expires in the money portfo-
lio B goes bankrupt. It is impossible to predict
this from the series of recent returns: of course
the case would be different if we had one
hundred years of returns, assuming that the
portfolio investment policy has not changed, or
if we could at least mark to market portfolio B
each day. However these opportunities are not
available for most investment vehicles.

Performance cloning is not limited to the cloning
of timing ability. Similar results to clone selec-
tivity can be obtained by replacing the protective
put with a rainbow option. The manager of fund
B would appear to guess correctly which invest-
ment vehicles outperform the market each year.
Again the danger of the short position would be
revealed only too late.

Remedies
How can investors protect themselves from the
kinds of misrepresentations of fund perfor-
mance described above? Aside from the old
adage that if something is too good to be true

Performance and Derivatives: Hidden Dangers

probably it isn’t, only the knowledge of portfolio
composition through time would reveal the
danger. Such knowledge could not be based
exclusively on audited financial statement, be-
cause under current standards they simply pho-
tograph portfolio composition at a given date. 

Some organisations reveal the profile of their
risk through time. If that is accurate, it certainly
would show the risk. Not all the risk manage-
ment systems in use today would reveal the risk
of portfolio B. Actually portfolios of this kind
may be useful to test risk monitoring systems.

The confidence investors can have in the accu-
racy of risk reporting depends eventually on the
reputation of the investment manager. If the
manager has a substantial portion of his per-
sonal wealth invested in the portfolio, chances
for reckless behaviour are reduced. However the
manager’s personal investment is no substitute
for good analytical skills in the management of
complex portfolios. 

This article appeared first in denaris 3/2004

Year 

Portfolio A

Portfolio B

1

0.15

0.15

2

0.02

0.02

3

-0.20

0.00

4

0.04

0.04

5

0.12

0.12

6

-0.07

0.00

7

0.16

0.16
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Risk – Back to the Roots
Risk and its management have moved center-stage both in academia and in the 
business world. The word risk is among the most popular in our everyday language. 
But “What is risk?”

Wolfgang Bauer and Carsten Murawski

It seems that the answer to this simple question
is by no means obvious. Browsing through text-
books, dictionaries, and other literature yields
many different, and often contrasting, results.
The meaning of risk varies with the specific
application or discipline. What is less obvious is
the fact that it has different connotations – it
suggests different meanings to different people.
Take economics, for microeconomists risk usual-
ly has a neutral connotation, at least in the
predominating Knightian sense. It refers to the
uncertain (positive or negative) outcomes of a
decision. To financial economists, on the other
hand, the connotation is usually negative, refer-
ring to the possibility of losses. 

Where does this ambiguity come from? We try
to shed some light on the question by going back
to the etymological roots of the word risk. 

Risk descended into English from the Italian
rischio. It refers to possible damage or negative
consequences due to unpredictable circumstan-
ces. The connotation is clearly negative. Pre-
decessors of the modern rischio are risico and
risco. These expressions were commonly used
by traders, starting in the 13th century. They
referred to ventures – undertakings that might
yield either a gain or a loss. Before that, the
terms had been used to refer to the perilous
outcomes of uncertain situations.

The origins of risico and risco are not entirely
clear. The commonest hypothesis links the
Italian risico and risco to the Arabic rizq. In
modern Arabic rizq means “something from
which one derives utility” or “something that is
let to a person without a profit”. Rizq has a
rather neutral connotation. As a religious Is-
lamic term, it stands for “the daily subsistence
that God gives to man”. At the beginning of
Islamic history, rizq referred to the “regular sa-
lary that (registered) soldiers were entitled to”.

The word rizq came into Arabic from Aramaic via
Syriac, originating from the Pahlevi (middle
Persian language spoken between 300 BC up to
950 AD) rôcik, which means daily bread, from
rôc “day” (rûz in modern Persian). The latter is
connected to the Avestian (spoken before 400
BC) raocah “light” and a Sanskrit (after 1800 BC)
word for “shining, radiant”.

The Pahlevi rôcik came into Aramaic as “daily
provision”, where it later changed its meaning
to “bread”. It then descended into Syriac (3rd to
7th century AD) meaning “daily ration”. From
there it came into Arabic.

Up to medieval times the word risk apparently
had a neutral connotation referring to a man’s
future “income”, which is subject to uncertain-
ty. The term seems to have been reduced to
only negative outcomes in the medieval Italian
language.

What is clear is that the word risk has a long and
exciting history, which possibly explains why
there is so much ambiguity about its meaning 
today.

Lottery

We are curious about what risk means to you.
Send an e-mail with your answer to the question
“What does ‘risk’ mean to you?” to: 

risk@nccr-finrisk.ch
The lucky winner will be determined randomly
from all e-mail submissions and will obtain six
bottles of premium Swiss wine. Her or his name
will be made public in the October issue of
FINRISK Letter. All replies will be kept confi-
dential and will be used by FINRISK for research
purposes only.

Agenda
For detailed information on the individual
events please refer to the FINRISK web site:
www.nccr-finrisk.unizh.ch

30. June – 3. July 2004

EFMA Annual Meeting
UBS Training and Conference Centre, Basel
Local organisers: Heinz Zimmermann and 
Wolfgang Drobetz, University of Basel

16. September 2004

Conference on 
“Theories and Practices in Hedge Funds”
joint with BSI GAMMA Foundation, Lugano 
University of Lugano

Speakers:
François Lhabitant, EDHEC Nice
Myron Scholes, Stanford Business School
Pat Hess, Universities Capital Strategy Group
Robert Fernholz, INTECH
Nassim Taleb, Empirica Capital
Tanya Beder, IAFE
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The history of the two words ‘risk’ and ‘rizq’ in the European languages




